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U.S. Fixed Income

Why a Non-Traditional Approach is Needed
THE U.S. BOND MARKET IS MORE HOMOGENOUS AND RISKIER THAN EVER BEFORE
U.S. government authorities responded to the breakdown of the financial system in 2008 with massive intervention
in the form of both fiscal and monetary stimulus. As a result of the policy response, the U.S. government has
accumulated record debt as a share of gross domestic product (GDP)1. This debt accumulation not only has wideranging implications for fiscal policy, but also drastically changes the composition of the Barclays U.S. Aggregate
Bond Index.2 Only five years ago, federal government-associated securities (Treasuries, agency debt, and agency
mortgages) represented just 67% of the Barclays U.S. Aggregate Bond Index but in 2012, government-associated
securities represent 71% (figure 1) of that index. For risk-conscious investors, this homogenization of the U.S. bond
market is problematic. Perhaps compounding the severity of the problem for many investors, Standard & Poor’s3
downgraded the credit quality of the U.S. sovereign in August 2011 and Moody’s4 is currently considering similar action.
Aside from an issuer-concentration concern, U.S. dollar-based interest rates currently hover near historic lows.
A passive investor in the Barclays U.S. Aggregate Bond Index should estimate to earn less than 2% in yield over
the next 12 months. That investor also will take nearly the highest amount of interest rate risk that a passive
Barclays U.S. Aggregate Bond Index investor has taken in the 36 years since Lehman Brothers began publishing
Barclays U.S. Aggregate Bond Index returns and statistics. In the current environment, traditional U.S. core and
core plus investment approaches with tight tracking-error constraints will be tied to weak yields as well as
elevated risks. We believe that a more dynamic, non-traditional approach to investment-grade U.S. fixed income
offers a better choice.
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Figure 1 U.S. Federal Gov-Associated % of Barclays U.S. Aggregate Bond Index
As of 12/31/2012
74

• Joined the Firm in 2010, and has
14 years of investment experience

72

Theodore (Tad) W. Fetter
Director
• Joined the Firm in 2006, and has
12 years of investment experience

70

68

66
Jul 2007

Oct 2008

Jan 2010

Apr 2011

Jul 2012

Source: Barclays
Please note that an investor cannot directly invest in an index. This information is provided for illustrative purposes
only and does not reflect the performance of an actual investment.

  Gross Domestic Product (“GDP”) is an economic statistic which measures the market value of all final goods and services
produced within a country in a given period of time.
2
  The Barclays U.S. Aggregate Bond Index is an unmanaged index of U.S. investment-grade fixed-income securities.
3
  Standard & Poor’s (S&P) is a U.S.–based financial services company that publishes financial research and analysis on stocks and bonds.
4
  Moody’s Investors Service is a leading provider of credit ratings, research, and risk analysis.
1
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DOMESTIC BOND INDEXES; LEADING INVESTORS AWAY
FROM RETURN
As we’ve highlighted in prior Topical Insights papers, the countries with the largest
allocations in capitalization-weighted, global fixed income benchmarks achieved that
status by issuing the most debt. Those countries ran the largest deficits and were the
least disciplined in controlling costs relative to revenues.
The same concept can be applied to domestic bond issuers and sectors. Investing in an
index-like strategy, specifically one based on the Barclays U.S. Aggregate Bond Index,
leads investors to hold positions in a sector such as U.S. Treasuries where significant
debt has been issued without any consideration for the return potential of those
securities. In the current environment, the U.S. government is issuing massive amounts
of debt at extremely low yields. The Treasury effect of this surge in issuance also is
altering the sector duration of the index in a way that may be at odds with investors.
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Figure 2 Sector Breakdown
Barclays U.S. Aggregate Bond Index; As of 12/31/2012
Sector

Yield to worst5

duration6

percentage

U.S. Treasury

0.86

5.43

36.42

Government-Related

1.49

5.15

10.26

Corporates

2.71

7.18

21.51

Commercial MBS

1.71

3.11

1.82

Asset-Backed

0.91

3.12

0.35

Mortgage-Backed

2.22

3.18

29.62

Source: Barclays
Past performance is no guarantee of future results. Please note that an
investor cannot directly invest in an index. This information is provided for illustrative
purposes only and does not reflect the performance of an actual investment.

In our view, the current volume of debt issued by the U. S. Treasury illustrates the flaws of index-relative investing. Now more than ever, the index conceals opportunities
and potentially exposes investors to risk by driving them toward allocations of newly issued Treasury debt, “crowding out” the sectors that may offer greater return
potential. Using market capitalization-weighted fixed income indexes as a framework for taking risk simply does not make sense, in our opinion (see figure 2).
Treasury, agency, and agency mortgage-backed bonds, which are ultimately backed by the U.S. sovereign, have very low, if any, credit risk. In fact, these sectors shined
during the financial meltdown of 2008 and again during the European debt crisis in 2011. However, if tomorrow’s debt crisis springs from the U.S. sovereign, then
Treasuries could be one of the worst performing assets. Additionally, instruments excluded from the Barclays U.S. Aggregate Bond Index, such as Rule 144a corporate
bonds, Treasury Inflation Protected Securities (TIPS), Strips, and non-agency mortgages may offer very compelling value and be shining stars themselves.

DURATION PARADOX
Investing based on the Barclays U.S. Aggregate Bond Index also may produce more
interest rate risk than desired through the so-called “duration paradox.” As yields
fall in various sectors of the Barclays U.S. Aggregate Bond Index, duration associated
with that exposure extends. In other words, a portfolio’s value becomes more sensitive
to interest rate risk as yields fall. Therefore, an index-driven investment strategy implies
taking on more interest rate risk in low-yielding sectors and less interest rate risk in
higher-yielding sectors–the opposite of what a rational investor might want. On a
duration basis, a portfolio that deviates from the benchmark is perceived to have higher
active risk. But in reality, investment around index characteristics exposes investors to the
technical pressures of the government sectors due to government bond-buying programs,
i.e. quantitative easing.7 Many traditional bond managers have duration bands built
around an index that prevents their portfolio’s duration from deviating. In times of rising
interest rates, these restrictions may force asset managers to add more duration and buy
bonds they otherwise may not have bought (see figure 3).
Additionally, U.S. government bond indexes further distort risk-taking by biasing
investors toward sectors with overvalued markets. A sector’s weight in the index
rises as its market value appreciates. Therefore, index-oriented strategies
encourage investors to allocate more capital to sectors where price risk is high
and rising. Conversely, when sectors are undervalued and have the most potential
to appreciate, their index weights are at a minimum. From an investment standpoint,
this is counterintuitive.
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Figure 3 Yield Sensitivity (Duration)
In Years; As of 12/31/2012
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Past performance is no guarantee of future results. Please note that an
investor cannot directly invest in an index. This information is provided for illustrative
purposes only and does not reflect the performance of an actual investment.

Yield to worst (YTW) is the lowest potential yield that can be received on a bond without the issuer actually defaulting.
Duration is a measure of the price sensitivity of a fixed-income security to an interest rate change of 100 basis points. It is calculated as the weighted average of
the present values for all cash flows.
Quantitative easing refers to a monetary policy implemented by a central bank in which it increases the excess reserves of the banking system through the direct
purchase of debt securities.
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A BETTER WAY TO MANAGE PORTFOLIO RISK
Many U.S. core and core plus managers place heavy emphasis on bottom-up security selection in their investment process. In such an approach, top-down considerations
often look like an after thought, implemented through slight adjustments to duration or sector allocations from benchmark prescriptions. Staffing a bottom-up approach
requires an army of analysts, each tasked with seeking to uncover a few basis points of additional yield among a small sphere of credits with seemingly similar risks.
Not only does this approach encourage reaching for yield, but analysts in this framework are prone to weigh self-preservation considerations: will they recommend the
best bond in a sector that perhaps will ultimately be doomed for failure by macroeconomic troubles? Upon a change in a security’s or sector’s fundamentals, will they
recommend selling that credit or that sector? We believe an approach with heavy bottom-up emphasis fosters a myopic view of investment value and risk, leading
managers to miss the major dislocations or market corrections that top-down analysts often see more quickly. In other words, we believe it is often easier to capture
value by focusing on whether it exists in a sector, rather than focusing efforts on finding the best value within a particular sector.
Reliance on bottom-up security selection approaches should be questioned following the extreme market volatility of 2008 and 2009. Most managers who used
a one-dimensional approach (e.g., pure security selection / bottom-up bond picker) were largely unable to avoid market volatility and likely had difficulty exploiting
the opportunities presented by market dislocation. And unfortunately, these acute market shocks have occurred more frequently than even the most pessimistic
manager could have expected.
We find that the best opportunities for active managers to capture value or avoid risk over full market cycles are driven by understanding inter-sector value comparisons
and achieving appropriate quality and duration positioning relative to the business cycle (see figure 4). Therefore, we believe best-in-class solutions for U.S. fixed income
investing will emphasize top-down elements (i.e. seeking top quartile quality segments and sectors) while using rigorous bottom-up research to choose the best security
in which to express top-down views. Although timing the economic cycle can be challenging, we believe that managers with a proven track record of incorporating
macroeconomic insight into bond management can create a powerful value proposition.
We believe a better approach toward managing a domestic bond portfolio involves a greater focus on managing three risks: quality rotation (AAA to BBB), sector allocation
(Treasuries to corporates), and duration management (stages of the business cycle). An asset manager must develop a process that can benefit from identifying cyclical risks
and opportunities. An examination of historical sector returns (see figure 5) in the Barclays U.S. Aggregate Bond Index illustrates the importance of developing an investment
approach that incorporates an understanding of the economic cycle.
Figure 4 Investment Positioning Relative to Business Cycle
Recession
• Inflation falling, monetary
policy easy
• Negative growth rates
• National income declines
• Contraction in expenditures
• Economic activity slows
• Recovery begins

Improvement in business
• Inflation low, monetary
policy begins to tighten, but
is still accommodative
• Profits slowly increase
• New investment in capital
goods
• Credit expands

Prosperity / Expansion
• Inflation rising, monetary
policy becomes tight
• Increases in production,
capital investment and
profits
• New business creation
• Employment levels are strong

Slowdown / Crisis
• Inflation peaks, monetary
policy begins to ease
• Investment is curtailed
• Employment levels decline
• Decrease in demand
• Increasing competition
• Credit contracts

Typical Investment Bias
Lower Quality Credit

Higher Quality Credit

Treasuries

Treasuries

Duration

Sector

Neutral

Short

Long

Long

Currency

Neutral / Long

Long

Short

Short / Neutral

Source: Brandywine Global
Past performance is no guarantee of future results. Please note that an investor cannot directly invest in an index.
This information is provided for illustrative purposes only and does not reflect the performance of an actual investment.

Managing U.S. fixed income without considering all three risks greatly constrains a manager’s ability to outperform the Barclays U.S. Aggregate Bond Index.
Understanding the prospective economic cycle provides conviction to invest in a particular sector rather than relying on backward-looking financial metrics, as a manager
focused solely on security selection would do. In fact, we believe this understanding allows us to make value-added decisions when we purchase securities across
various sectors. Allocating to sectors or individual securities without this forward-looking perspective could create a drag on long-term total returns.
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Figure 5 Sector Performance of the Barclays U.S. Aggregate Bond Index
As of 12/31/2012
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Barclays U.S. Aggregate as an investment guide, we believe
investors should consider a non-traditional approach to U.S. fixed
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income investing. Traditional core and core plus strategies encourage
inefficient investing by emphasizing tight tracking-error controls and a 20%
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Past performance is no guarantee of future results. Please note that an
investor cannot directly invest in an index. This information is provided for illustrative
purposes only and does not reflect the performance of an actual investment.

All investments involve risk, including loss of principal. The opinions and views expressed herein are those of the portfolio managers and may differ from those of other
managers and are not intended to be relied upon as a prediction or forecast of actual future events or performance, or a guarantee of future results, or investment advice.
Fixed income securities are subject to interest rate and credit risk, which is a possibility that the issuer of a security will be unable to make interest payments and repay
the principal on its debt. As interest rates rise, the price of fixed income securities falls. High yield bonds are subject to increased risk of default and greater volatility due
to the lower credit quality of the issues. Additionally, asset-backed, mortgage-backed or mortgage related securities are subject to prepayment and extension risks.
Foreign securities are subject to the additional risks of fluctuations in foreign exchange rates, changes in political and economic conditions, foreign taxation, and
differences in auditing and financial standards. These risks are magnified in the case of investment in emerging markets.
U.S. Treasuries are direct debt obligations issued and backed by the “full faith and credit” of the U.S. government. The U.S. government guarantees the principal
and interest payments on U.S. Treasuries when the securities are held to maturity. Unlike U.S. Treasury securities, debt securities issued by the federal agencies and
instrumentalities and related investments may or may not be backed by the full faith and credit of the U.S. government. Even when the U.S. government guarantees
principal and interest payments on securities, this guarantee does not apply to losses resulting from declines in the market value of these securities.
U.S. Treasury Inflation Protected Securities (“TIPS”) are bonds that receive a fixed, stated rate of return, But they also increase their principal by the changes in the CPI-U
(the non-seasonally adjusted U.S. city average of the all-item consumer price index for all urban consumers, published by the Bureau of Labor Statistics). TIPS, like most
fixed income instruments with long maturities, are subject to price risk.
A credit rating is a measure of an issuer’s ability to repay interest and principal in a timely manner. The credit ratings provided by Standard and Poor’s, Moody’s
Investors Service and/or Fitch Ratings, Ltd. typically range from AAA (highest) to D (lowest). Please see www.standardandpoors.com, www.moodys.com, or
www.fitchratings.com for details.
Asset allocation does not assure a profit or protect against a loss.
Diversification does not assure a profit or protect against market loss.
Out performance does not imply positive results.

Yields represent past performance and there is no guarantee they will continue to be paid.

This document is for information only and does not constitute an invitation to the public to invest. You should be aware that the investment
opportunities described should normally be regarded as longer term investments and they may not be suitable for everyone. The value of
investments and the income from them can go down as well as up and investors may not get back the amounts originally invested, and can
be affected by changes in interest rates, in exchange rates, general market conditions, political, social and economic developments and other
variable factors. Past performance is no guide to future returns and may not be repeated. Investment involves risks including but not limited to,
possible delays in payments and loss of income or capital. Neither Legg Mason nor any of its affiliates guarantees any rate of return or the return of
capital invested. Please note that an investor cannot invest directly in an index. Forward-looking statements are subject to uncertainties that could
cause actual developments and results to differ materially from the expectations expressed. This information has been prepared from sources
believed reliable but the accuracy and completeness of the information cannot be guaranteed and is not a complete summary or statement of all
available data. Individual securities mentioned are intended as examples of portfolio holdings and are not intended as buy or sell recommendations.
Information and opinions expressed by either Legg Mason or its affiliates are current as of the date indicated, are subject to change without
notice, and do not take into account the particular investment objectives, financial situation or needs of individual investors. The information in this
document is confidential and proprietary and may not be used other than by the intended user. Neither Legg Mason nor any officer or employee
of Legg Mason accepts any liability whatsoever for any loss arising from any use of this document or its contents. This document may not be
reproduced, distributed or published without prior written permission from Legg Mason. Distribution of this document may be restricted in certain
jurisdictions. Any persons coming into possession of this document should seek advice for details of, and observe such restrictions (if any).
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by Legg Mason, Inc.
This material is only for distribution in the jurisdictions listed.
Investors in Europe:
Issued and approved by Legg Mason Investments (Europe) Limited, registered office 201 Bishopsgate, London EC2M 3AB. Registered in England and
Wales, Company No. 1732037. Authorized and regulated by the Financial Services Authority. Client Services +44 (0)207 070 7444. This document is for
use by Professional Clients and Eligible Counterparties in EU and EEA countries. In Switzerland this document is only for use by Qualified Investors. It
is not aimed at, or for use by, Retail Clients in any European jurisdictions.
Investors in Hong Kong, Korea, Taiwan and Singapore:
	This document is provided by Legg Mason Asset Management Hong Kong Limited in Hong Kong and Korea, Legg Mason Asset Management
Singapore Pte. Limited (Registration Number (UEN): 200007942R) in Singapore and Legg Mason Investments (Taiwan) Limited (Registration Number:
(98) Jin Guan Tou Gu Xin Zi Di 001; Address: Suite E, 55F, Taipei 101 Tower, 7, Xin Yi Road, Section 5, Taipei 110, Taiwan, R.O.C.; Tel: (886) 2-8722 1666) in
Taiwan. Legg Mason Investments (Taiwan) Limited operates and manages its business independently. It is intended for distributors use only in
respectively Hong Kong, Korea, Singapore and Taiwan. It is not intended for, nor should it be distributed to, any member of the public in Hong Kong,
Korea, Singapore and Taiwan.
Investors in the Americas:
	This document is provided by Legg Mason Investor Services LLC, a U.S. registered Broker-Dealer, which may include Legg Mason International —
Americas Offshore. Legg Mason Investor Services, LLC, Member FINRA/SIPC, and all entities mentioned are subsidiaries of Legg Mason, Inc.
Investors in Canada:
	This document is provided by Legg Mason Canada Inc. Address: 220 Bay Street, 4th Floor, Toronto, ON M5J 2W4. Legg Mason Canada Inc. is
affiliated with the Legg Mason companies mentioned above through common control and ownership by Legg Mason, Inc.
Investors in Australia:
	This document is issued by Legg Mason Asset Management Australia Limited (ABN 76 004 835 839, AFSL 204827) (“Legg Mason”). The contents
are proprietary and confidential and intended solely for the use of Legg Mason and the clients or prospective clients to whom it has been delivered.
It is not to be reproduced or distributed to any other person except to the client’s professional advisers.
This material is not for public distribution outside the United States of America.
Materials were prepared by Brandywine Global Investment Management, LLC and distributed by Legg Mason Investor Services, LLC.
Legg Mason Perspectives® is a registered trademark of Legg Mason Investor Services, LLC.
© 2013 Legg Mason Investor Services, LLC. Member FINRA, SIPC. Brandywine Global and Legg Mason Investor Services, LLC,
are Legg Mason, Inc. subsidiaries. 408617 MIPX015319 2/13 FN1310439

